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Repon of Independent Auditors 

To the Board of Dlredorn and Shereholder of 

in our opinion, the &mpanying consolidated balance sheets and the related consolidated statements 
of operations, cash flows, changes in common s t W M s  equity a w  compehensive lnmme present 
faitiy, in e l  material respcts. the finandai position of Thames Water Aqua US Hddlngs, inc and Its 
subJdlaries a1 Oecambor 31, 2005 and 2004, and the results of their operations and heir cash nDwS for 
the years then ended in confonnliy wlth acmunting pn'ndples genetally aocepted in tha United Sates of 
America. These financial statements are tha respmibinty of the Companfs management Our 
respowibilHy is to e x p m  an opinion MI these fInandal statements b a d  on wr audik We conducted 
our audlb of these statements h accordance with auditing standards generafly accepted in the UnW 
states of America. Those standards require that v a  pian and perform +he audit to obtain reasonable 
assurance aboul whether the flnewlai Jtatemenlr are frw of material misstatement. An eudi Wudes 
examining, on a test basia, evidenca supporting the amounts and dlsdosures in the financial statements, 
assesing the wraunllng principles used and significant estimates made by management and evaluating 
the -11 financial statemen1 presentaUon. We baiievs that our audits pmvida a reasonabie basla for 
our opinlon. 

rn- Water Aqua us ~oldlngr,  im. 

January 11,2007 



Thames Water Aqua US Holdings, Inc. and Subsidiary Companies 
Consolidated Balance Sheets 
December 31.2005 and 2004 
(Dollars In thowando) 

ASSETS 

property, pknt and equipment 

T&I property. plant and equipment 

Currmt asseh 
Cash and cash equivalents 
RSLTWI~ funda 
Ualny customer accowls receivable 
Albwance for unco~eclible accounls 
Unbilcd u u ~ r m n u e s  
Other receivables. net 
M a t s r i l S  and suppnes 
k s a s  of discantiwed operatlons 
Other 

U t l U t ,  plant - at original -1 less accumulated deprecialion 
Nonutill@ properly, net olaccmulnted depreciation 

Total current assets 

Regulatory and omer long-term assets 
Regulatory nssem 
other hvasimenis 
Rarbicied funds 
GoodwHl 
omer 

Total regulnlory and oher long-term assets 

TOTAL ASSETS 

2005 

S 8.105.793 
'114& 

a.220,232 

65.077 
7,407 

13.600 
(15.051) 
lOS.8M 
130.177 
27,462 
2.7% 

43.584 
SM.080 

529.754 
3.861 
2.431 

3,153.702 
85,949 

9775.697 

5 12.500,008 

2004 

5 7.n2.223 
112.888 

7,884,911 

78.856 
37.880 

145,345 
(9,748) 

185.151 
142.198 .~ 
34.321 
50.107 
44,885 

708.095 

535.953 
6.853 

3.550.050 
86,843 

4,179,679 

a iz.n3.685 



Thames Water Aqua US Holdings, Inc. and Subsidlary Companies 
Consolldated Balance Sheets 
December 31,2005 and 2004 
(Dollars In thousands) 

CAPITAL124TIDN AND LIABILITIES 

Capitnkathn 
Common stocktwldaVS equb 

Preferred stock wlthoul mandatory 
redemption requlrementa 

2005 2004 

S 2,189,521 I 3,101,883 

4,571 4,851 

3.011.827 4.1%,561 
Lonptsrm debt 

Long-term debt 3.011.827 4.1%,561 

Total u p W b a h  7.560610 9,077.11Q 
Redeemable preferred stock ai redemption value 1,774,891 1.ns.m 1,774,891 1.ns.m 

ggg10 9,077.11Q 

iong-term debt 
Redeemable preferred stock ai redemption value 

current UaMitkul 
Short-term debt 
Current pomOn of long-term deM 
Cumnt podon of redeemable preferred sbck at redemption valw) 
Accwnts payebb 
T a t s  accrued. hsluding federal IllCome 
hhnsst accrued 
U a W s  of dsconIBusd ODeraliDnS 
other 

Total current liabrws 

Regulatwy and other lonplerm IlabiRies 
,advances lor conslrucUon 
Deferred Income taxes 
Deferred InwsbnenttaxC~db 
Regulatory ~billty-cart of rMloVSl 
~ccrued pensbn expnse 
Pccrued postrdrsment beneft w e m e  
Other 

Total regulatDrf and other long-term liabililies 

Conkkutions in ald of constNctbn 
Commitmenla and contingencies 
TOTAL CAPITALIZPiTlON AND LIABILITIES 

850,347 
48.980 

553 
188.283 
88,583 
48,342 
20.568 

193,847 184.7iX 
2,486,137 1,404,762 

580.659 500,150 
581.055 522,922 
3 7 : m  39.261 

t5z;Ses t3S,418 
257,328 242.376 
141,128 146,998 

Bs,aas 47.258 
1.770278 1,637.383 

. '694,984 654,421 

I 12.773.685 5 12,500,009 
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Thames Water Aqua US Holdings, Inc. and Subsidiary Companies 
Consolidated Statements of Operations 
For the Years Ended December 31,2005 and 2004 
(bllars in thousands) 

Operating revtnues 

Opersting expensu 
Opention and maintenance 
Depmalation and arnaitlzalion 
General tuas 
Gain an salos a18sset1 
lrnpalnnsnt charges 

Total operating expenses, net 

Operating income 

Other lnearne (deducttons) 
lnlemsl 
Albwance lor other fdnds used during camtructmn 
Aliowrmce br  bomwsd funds used durlns COM1NCtiOn 
AmartIration. of debt sxpsnro . 
Pmknsd dividends of subsldarics 
Other, nmt 

Tala1 ather income (daductlans) 

Incarne (loss) horn cantinuing operations before incorns laxes 
Pmdsb for incame taxea 
Lass horn wntinuing operations 
Loss horn dlscontlnuad apmalians, net ol tax 

Net ioas 

2006 

S '  2.203.705 

1,269,947 
261.3M 
l(13.324 

f8.5t7) 
420;370- 

2,128,488 

75.217 

(345.278) 
5.810 
2.420 
(4,367) 

(227) 
8,448 

(335.194) 

(259.977) . ~ .  
55,671 

(315,648) 
(16,895) 

I (332,343) 

1004 

S 2,090,642 

1.191.267 . .  
225.260 
170.185 

(8.611) 
165.082 

1,743,183 

347.459 

(318.011) 
5.476 
2.925 

41.85t 
Mi157 
142.508) 
(45,989) 

5 (88.295) 



Thames Water Aqua US Holdings, inc. and Subsidiary Companies 
Consolidated Statements of Cash Flows 
For the Yean Ended December 31,2006 and 2004 
lndlan In thousands) 

CASH PLOWS FROM OPERATING ACTIVITIES 
Na LOSS 
Adjustmeas 

Lars M sale of dlacontimred operatlono 
Depclstion and arotizP(i0n 
tmpabnent chargw 
RamoW cats  net of 88hugo 
Pm'sicft Ibr ddaimd lmwne taxa 
AfnmoltlzaUon of d d n s d  imealrnent tax c d t  
Pmklon Ibr iosros MI utnlty r c m n t r  recdwbls 
Al)awanu, kr Other Unds usad during Kmrtruction 
Employee banefit srpenra, gmater (less) then hmding 
Gain on sale d a r s e t .  
CmIlCmd rngUl#OV coris 
AmotiaMlon of Mared charges 
Other. net 
C h a w  in asaets ana iiabiiltln 
Accamti recdwbk 
Unbllled utility mmes 
Taxes n c e i d e ,  including federal I m s  
Mher cumnt assets 

Tax- azcNed. including hdsral income 
Interest acmed 
Other c w n t  UabiliUes 

Asccunts Wyabla 

Net cashhom operaling aclhities 

Constrdion expenditures 
Allowance brother hnds used durlng coMWclicm 
ACqUisIticfts 
Proceeds horn sale of asacts and S O C U ~ H ~ S  
Proceeds horn sal. of discontinuad oporalions 
Remov3I costs h r n  properly. plant and equipment retlrementa 
Recdrsble tom Bmliatea 
Restricted funds 
Net cash used in lrnesting acti\illea 

CASH FLOWS FROM INVESTING ACTIVITIES 

CISW FLOWS FROM F)"c ING ACTIVITIES 
Pmcecds han lon$ktcnn dabt 

Adrances and contributions f~ conshxtlon. net d mhrnds 
Debt issuam costs 
Repeyment oflongtam debt 
Redemplion of pmfemed atocks 
Nc( cash frm (used in) Rnancirig acti\itles 

mpaymonts mior short-tan debl agrromsnk 

Net imme in cash and cash equlbuknts 
Cash and cash sguiwlenta M January 1 

Cash and cash sgurslentr at Decambsr 31 

Cash paid during Lhc year br. 
Interest. net of capitalized amount 

hwrne taxes pnid (net of & d s )  

4.5M (6.682) 

(5ss.446) (548.241) 
5.870 5,476 

(4.979) ( 3 5 S 5 )  
1.528 6,726 

15.338 17,000 
(17.928) 112,870) 

562 54,351 
27.952 (Y.490)l 

(530,155) (545.603) 

484.322 412.242 
(4115;334) (128,408) 

51.985 45.081 
(3.34Tl l4.288) 

(13.779) 7.758 
78.856 71.097 

s 6s.on $ 711.858 

I 245.834 $ 233.- 

S 43,694 I 18.109 





Thames Water Aqua US Holdings, Inc. and Subsidiary Companies 
Notes to Consolidated Financial Statements 
December 31,2005 and 2004 
(Dollan in thousands. except per share amounts) 

Note $: OrganbUon and Operation 
Thames Water Aqua US Hotdings. inc f7WAUSH13. a wholly owned subsidiary of RWE 
Aktiengesekchafl ('RWE') is the holding mpany  for regulated and unregulated subsldbries 
providing water and wastewater service In Lhe United States of America and Canada. & puMk 
utilies, the regulated subsidiaries function under rules and regulations p m c n i  by state 
regulators. me regulated business Includes the regulated utilities, each of whlch has similar 
economic characteristics and are operationally segregated by state. The unregulated business 
Includes eight distinctive lines of businass including opentbns and rnalntenance, residuals, 
underground, carbon, engineering. homeowner services. military and leasing. TWAUSHI and its 
subskl[aries as a consdklated entity are referred to herein as the Company. 

P r b w i p k  of Consolidation 
The consorited Anandal statements include the accwnts of the parent company and its 
subsidiaries. lnterwmpany balances and transactions between subsldlarles have been ellminaled. 
The Company uses the equity method to report its investments In two affiliated companies in each 
of whlch the Company holds a 50% voting Interest and cannot exercise control over the operations 
and policies d the investments. Under the equity memod, the Company records its interests as an 
investment and its percentage share of earnings as earnings or tosses of inwstee. The Campany 
has analyzed its varlable interests in the investments In accordance with the pmvlSiOnS of Flnandai 
AccwnUng Standards Board ('FASB") Interpretation No. 46 (revised December 2003). 
*Consdidatton of Varlable Interest Entities' and determined the Company Is not the primary 
beneficiary. 

Use of btfmatea 
The preparation of consolidated financial Statements in conbnnity with accounting principles 
generally accepted In the United States requires management to make estimates and assumptions 
that affect the reported amounts of assets and iiablities and disclosures of contingent assets and 
IiabiliUes at the date of the Rnancki statements, and the reported amounts of rebeflues and 
expenses during the reporting period. Actual results wuid d i m  from these estimates 

Reguktton 
The regulated utility subsidiaries are,subfect to regulation by the publlc utility commissions and the 
local governments of the states in which they operate ("Regulators"). These Regulators have 
allowed m e r y  of wsts and credns whlch the Company has recorded as regulatory assets and 
liabllitles. Aaounting for future recovery of costs and credits as regulatoly assets and liabilities h 
in accordance with Statement of Financial Accounting Standards No. 71, "Accounting for the 
Effects of Certain Types of Regulation' ('SFAS 71'). This statement sets forth the appbcation of 
generally accepted accounting principles for those companies whose rates are established by or 
are subject to approval by an independent third-party regulator. Under SFAS 71, regulated utility 
companies defer costs and credits on the balance sheet as regulatov assets and ilaMlitles when it 
is probable that those costs and credits will be recognized in the rate making pmcess in a period 
different from the period in which they would have been reflected In income by an unregulated 
company. These deferred regulatory assets and liabilities are then reflected In the income 
statement in me period in whlch Me same amounts are reflect@ in the rates charged for service. 

Property. Phnt and Equlpmsnt 
Property. plant and equipment consist primarily of utlllty plant Addtons to utility plant and 
replacements of retirement units of properly are capitaiized. Costs include material, direct labor and 
such indirect i t em as engineering and supervision, payroll taxes and benefits. tranSportafWn and 
an allowance for funds used during construction. The costs incurred to acquire and internally 
develop computer sohare for Internal use are capitallred as a unit of property. Repain and 
maintenance are charged to current operations. 

Note 2 SignMcmt Accounting Polklss 



Thames Water Aqua US Holdings, Inc. and Subsidiary Companies 
Notes to Consolidated Financial Statements 
December 31,2005 and 2004 
(Dollars in thousands. except per share amounts) 

When units of propertv are replaced, retired or abandoned, the’recorded value thereof is 
creditad to the as.4 account and such value, togather with the net cost of removal, is charged to 
accumulated depredation. To the extent the Company m a r s  ccst of removal or other 
retirement costa through rates af?er the retirement costs am incurred, a regulatory asset is 
remrded. in same cases, the Company recovers retimmant costs through r a t e  during the life of 
the associated asset and before the costs are lncurmd. These amounts resuk In a regulatov 
liability being rapwed basad on the amounts prwlously recovered through customer rates. 

The cost el property. plant end equipment is depraclated uJlng the stralght-line averaga 
remaining life method. 

Non-utllii property conslsts prlmarfiy of bulldings and equipment utlliied by the Company for 
internal operations. This property is stated at cost, net of accumulated depreciation calculated 
using the stmight-line method over the estimated useful l i  of the assets. ranging from three to 
40 pS. 

c u h  and Cash Equlvalenb 
Substantially a l  cash is invested in interest bearing accounts. All highly liquid Investments with a 
maturity of three months or less when purchased are considered to be cash equivalents. 

Rorbictad Funds 
Restricted funds represent proceeds recalved fmm flnandngs for the construction and capital 
improvement of utlllty facilities. The proceeds of these Rnanclngs are held In escrow untll the 
capital expenditures are Incurred. Restricted funds expected to be released within 12 months 
subsequent to yearend are classMed 8s current 

Utility Customer Accounts Racslvabla 
Regulated uMily customer accounts receivable represent amounts billed to water and wastewater 
customers on a cycle basis. Credit is extended based on the guidelines of the applicable 
Regulators and generally, collateral is not required. 

Allowance for Umollactlble Accounts 
Allowances for uncollectible accounts are malntalned for estimated probable losses resulting from 
the inability of customers to make required payments. .b Company continues to assess the 
adequacy of the reserves for doubtful accounts based on the financial condition of the Company’s 
customers and other external factors that may impact collectibility. Acwunts that are outstanding 
longer than the payment terms are considered past due. A number of factors are considered in 
determining the albwance for unwllectible accounts, inchding UH) length of time receivables are 
past due and previous bss history. The Company writes off accounts when they become 
uncollectible. 

Other Rscelvablaa, Net 
Other receivables. net primarily consists of unregulated trade accounts receivable, net of a reserve 
for doubtful accounts and unbilled recelvables. The reserve from continuing operations amounted 
ta $9,336 and 58.334 at December 31,2005 and 2004. In determlnlng the reserve for uncoflactlble 
unregulated accounts. the Company considers the length of time the trade accounts receivable are 
past due and the customots currant ability to pay theif obligation. Unbilled receivables are accrued 
when servica has barn provided but has not been Mlled to customers. 

Materials and Suppllu 
Materials and supplies are slated at the lwer of cost or net realizable value. Cost Is determined 
using the average Cost method. 
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Thames Water Aqua US Holdings, Inc. and Subsidiary Companies 
Notes to Consolidated Financlal Statements 
December 31,2005 and 2009 
(Dollan in thousands, except per share amounts) 

Goodwill 
The Company considers thk to be one of the Critial accountkg estimates used In the preparation 
of the consolidated financial statements. The Company believes the current assumptions and olher 
considerations used to value goodwill to be appropriate. However, if actual experience diffen horn 
the assumptions and considerations used in Ib analysb, the resulting change could have a 
material impact on the consol[dated flnanclal statements. 

Goodwill k associated with the acquisitions of American Water Works Company, Inc. in 2003 and 
E'town Corporation In 2001 (the 'Acquisitlons') and has been assigned to reporting units based on 
the fair v a l w  at the date of the Acquisitions. The regulated utility subsldiarks have been 
aggregated and deemed a single reportlng unit as they have similar economk chafacterlstks. In 
lhe unregulated segment, the business is organbed into eight reporting units for Its unregulated 
semices. In accordance with Statement of Financial Accounting Standards No. 142, 'Goodwlll and 
Other Intangible Assets' ('SFAS 1 4 2 9  goodwill is reviewed ennuelly, or mwa frquentty if changes 
in circumstances indlwte the carrflng vaUe may not be recoverable. To test for impaimen!, the 
Company utilis discounted estimated future cash Aowr (and amparable public company 
analyses for the regulated segment) to measure fair value for each reporting unit. This calculation 
is hlghly sensmve to both the estlmated future cash fiows of each repoMng unit and the discount 
rate assumed in these calculations. Annual impairment NVIEM are done in the foutth quaher of 
the calendar year, h conjunction with the timing ofthe Company's annual strategic business plan. 

For lhe years ended December 31. 2005 and 2004, the Company determined that ik goodwill 
was Impaired and recorded lmpainnents of 5396.348 and $192,956, respectively. (See Nota 16) 

Impairment of Long-bed Asseta 
The Company beliiveb this to be one of the critical accounting estimates used in the preparation of 
its consalldated financial statements. The Company be[Ieves tha current assumptbns and other 
considemtlons used to evaluate the carrying value of long-lhred assets to be appropriate. However, 
If actual experience differs from the assumptlons and mnsideratlons used m Its estimates, the 
resulting change could have a material adverse impact on the Consolidated Statements of 
Operations and Balance Sheets. 

Longfved assets, other than goodwill which b dlswssed above, Include land, buildings, 
equipment and long-term investments. Long-lived assets, other than Investments. land and 
goodwill, are depreciated over their eslimated useful lives, and are revlewed for impairment 
whenever changes in clnvmstances indlcate the canylng value of the asset may not be 
recoverable. Such circumstances would include i tem such as a signiflcant decrease in the market 
price of a long-lhred asset. a significant adverse change In the manner the asset is being used or 
planned lo be used or in its physical condition. or a history of operaUng or cash flow lasses 
assdated with the use of the asret In addition, changes in the expected useful life of these Iong- 
lived assek may ais0 be an impairment indkator. When such events or changes occur, lhe 
Company estimates the falr value of the asset from future cash flows expected to result from the 
use and, if appiicable. the eventual disposition of the assets and compares that to the carrying 
value of (he asset I f  the carrying value is greater than the fair value. an impairment loss is 
recorded. 

Tha key variabies that must be estimated Include assumptions regarding sales volume, rates. 
operating costs, labor and other benefit costs, capbl addltions, assumed discount ntes and other 
economic lacton. These variables require slgnifiint management judgment and include Inherent 
uncertainties since they are forecasting future events. If such assets are considered impalred, an 
impairment loss is recognized equal to the amount by which the assets carrying value exceeds its 
fair value. 

The long-lived assets of the regulated utility subsidiaries are grouped on a separate entity basis 
for impairment testing as they are Integrated statewide operatbns that do not have the opfwn lo 
curtail service and generally have uniform tariffs. A regulatory asset k charged to earnings if and 
when luture recovery in rates Of that asset is no longer probable. 

.IO- 



Tharnes Water Aqua US Holdings, Inc. and Subsidiary Companies 
Notes to Consolidated Financial Statements 
December 31,2005 and 2004 
(Dollars in thousands, enapt per share amounts) 

Due to changes in the Company’s sbategle business plan, the Company psrformed a valuation 
of long-Wed assets, other than investments and goodwill. as of Decembet 31,2005 and 2004. As 
a resuit of the impalment analyses. the Company recorded pretax charges d $24.022 and 
$23,015 for the years ended December 2005 and 2004, respecfnrdy. The imphiients primarily 
resulted from lower than expected growth, slower development compared WlUI or!glnal 
expectationr, and a building with a carrying value that exceeded its fair value. These charges are 
included In impairment charges h the statements of operations. The remaining values as of 
December 31.2005 and 2004 were determined to be appropriate. 

The fair .=lues of long-term invesbnents am dependent on the financial performance and 
solvency of @e entlties in which the Company invests. as well as volatility inherent in tha extemal 
markets. In assessing potentlal Impairment far these invesbnents, the Company considers these 
factors and in one case also recebs annwl appnisak. i f  such assets am considered impaired. 
an Impairment loss is recognized equal lo the amount by which the asset‘s carrying value exceeds 
its falr value. The Company determlned the values of iongterm investments ware apprcpriate for 
the yean ended December 31,2005 and 2004. 

Other invesbnentr 
Other investments include investments In public eqully securifies classified as available for sale, 
privatew held companies, and investments in amiiated companies accounted lor using ule equity 
memod. 

Advances and Contributions In Ald of Construction 
Regulated u t i l l  subddlaries may receive advances and contributions to fund construdlon 
necessary to extend service lo new areas. As determined by the Regulators, advances lor 
consiwc!ion am rsfordable for limited periods of time as new customers begin to m d v e  service. 
Amounts which are no longer refundable are reckdfied to conbibutbns in aid of mnsfruction. 
Utility plant funded by advances and contributions k3 excluded from rate base and is generally not 
depreciated for rate making purposes. Non-cash utllity property has been received, primarily hrn 
developers. as advances or mntributions of 585.818 and $101.704 for the years ended December 
31.2005 and 2004. respectively. 

Recognitlon of Revenues 
Revenues of the regulated utility subsidiaries are recognlzed as water and wastewater services are 
provided and include amounts billed to customers on a cyde basis and unbiiied amounts based on 
estimated usage fmm the date of the latest meter readlng to the end of the accounting period. 
Revenue from unregulated operations is recognized as services are provided. 

Revenues h m  certlin consbuction projects are recognized over the contrad term based on the 
estimated percentage of complefhn during the period compared to the total estimated amices to 
be provmed over the entire contract Losses on mntncts. are recognized durhg the perhd in 
which the loss first becomes known. Revenues recugnized during ?e period in excess of billings 
on cunstrucbon contracts are recorded as unblled revenue. Billings in excess d revenues 
recognized on construction contracts are recorded as other current liabilities on the balance sheet 
until the recognition criterta are met Changes in contract performance and related estimated 
contract profitability may result in revisions to costs and revenues and are recognized in the period 
in which revisions are determined. 



Thames Water Aqua US Holdings, Inc. and Subsidiary Cornpanles 
Notes to Consolidated Financial Statements 
December 31,2005 and 2004 
(Dollars In thousands, except per share amounts) 

Construction C o n l n d  
In accordance with the Amerbn Institute of Certified Public Accountants' Statement of Position 81- 
1. 'Accounting for Pwtcfrnance of CondwUon-Type and Certain Production Type ContncLs,' the 
Consolidated Statements Of OperatiDns hclude revenues and operation and mahtenance 
expenses dated to Rn agreement fW the-design, consbudlon and ope- of a water treatment 
plant Under this agreement, m n u e s  were 575.013 and $60,706 and operation and maintenance 
expenses m e  574,874 and $60.706 a, d December 31,2005 and ZOW, respedlvely. 

The construction la scheduled to be completed in 2007, and lhe Company will operate and 
maintain the water treatment pknt Fw an initial wntRct period of twenty years beglnning in 2007. 

lncom Tams 
The parent company and its subsidiaries and amtiales partkipete in a consolidated federal Income 
tax return for US. tax purposes. Members of the consolidated group are charged with !he amount 
of federal Income tax expense determined as if they filed separate returns. 

Certain income and expense items are accounted for in different time perlods for financial 
reporling than for income tax reparling purposes. Deterred income taxes have been pmvided on 
the dKference between the tax bases d assets and Dabllities and the amounis at which they are 
cam in the financial statements. The39 deferred income lams are based on lhe enacted tax 
rates to be in effed when such temporary differences are expected to reverse. The regulated uti!ny 
subsidiaries also recogflue regulatory assets and iiabliitles for the effect on revenues expeded to 
be reailzed as the tax effects of temporary dMerences previously flowed through to customers 
reverse. 

Investrent lax credits have been deferred by the regulated utility subsidiaries and are being 
amortized to income over the average eslimated sewice lives of the related assets. 

A l l owam for Fund. Used Durlng Comfruction p'AFUDC") 
AFUDC Is a noncash credlt to income with a corresponding charge to usity plant which represents 
the Cost of bormwed funds and a return on equity funds devoted to plant under construction. The 
regulated utnity subsidiarles recerd AFUDC to the extent permined by the Regulators. 

Envlmnmental Costs 
Environmental expenditures that relate to current operations or provide a future beneAt are 
expensed or capitalbed as appropriate. Remediation costs that relate to an existing condition 
caused by past operations are accrued when it is probable that these costs will be incurred and can 
be reasonably estimated. Remediation costs accrued amounted to $5,557 and $0 at December 
31,2005 and 2004, respectively. (See Note 4) 

In September 2006. Me FASE issued FAS No. 158. 'Employers' Accounting for Detined Benefit 
Pension and Other Postretirement Plans -an amendment of FASE Statements No. 87, 86, 106 
and 132(R).' Thki statement requires .the recognition of the over funded or under funded stabs of 
pension and other postretirement beneffl plans on the balance sheel. Under SFAS No. 158. 
actuarial gains and iosses, prior sewice costs or credits, and any remaining transition asset5 or 
obligalions that have not been recognized in net periodic benefit cost under previous acmnting 
standards WIN be reoognbed m accumulated olher wmprehensive inunne. net of lax effects. The 
Company intends to adopt SFAS No. 158 on December 31, 20% as required. The Company ia 
currently unable to estimate the Impact of adopting SFAS No. 158 on Its Consoildated Balance 
Sheet since the impact is dependent on plan asset performance through the end of ZOMI, interest 
rates and other factors. The Company Is currentiy evaluating whether it will establish a regutatmy 
asset for the pension and other posbetlrement costs associated wlth SFAS No. 158 for whiih the 
Company anticipates recoverability through customer rates that would otherwise be charged to 
common stcckholden' equity. Eased on the Company's unfunded obligation as of December 31. 
2005, and had the Company adopted SFAS No. 158 as of that date, the Company's liabilities 
would have increased by approximately $158,280. 

NeWACCounLlng Sbnd.rd. 

... , 
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In September 2006. the FASE issued SFAS No. 157, 'Fair Value Measurements.' Thh statement 
defines fair value, estabHshes a f r a m r k  for using fair value to measure assets and Uabilks, 
and expands disclosures about fair value measurements. The staQtement applies when other 
statements require or permit the fair d u e  measurement of assets and liabilities. Thls shatament 
does not expand the use of fair value measurement SFAS No. 157 is effecthnt for the Company 
beginning January 1,2008. m e  Company h currently evaluating the pmvisiins of thls statement 
and has not yet determined the effect of adoption on its results of opeations or financlal position. 

In September 2006, the SecunWes and Exchange Commksbn issued Staff Accounthi Bulletin NO. 
108, 'Consdering the Effects of Prior Year Misstatements when QuantiPfing Misstatements in 
Current Year FiMndal Statements? rsAB 1087. SAB 108 provides guidance on how prior year 
misstatements should be considered when quantifying misstatements in current year fnanciai 
statements br purposes of determinning whether h e  current year's financial statements are 
materially misdated. SAB 108 is effedibe for the fiscal year ended December 31, 2008. The 
Company believes SAB 108 will have no impact on its results of operations or fiMncla1 position. 

On July 14,2005, the FASB issued Interpretation No. 48 rFlN 487, "Accwnling for Uncertainty in 
Income Taxes," an interpretation of SFAS No. 109, "Accounting for Income Taxes.' FIN 48 is 
intended to address inconsistencies among entities with the measurement and recognition in 
accounting for income tax deductions for financial statement purpos~s. Specifically, FIN 48 
addresses the timing of the recognition of Income tax benefits. FIN 48 requires the financial 
statement recagnitiin of an I w m e  tax benefit when the Company defermines that It is more-likeiy- 
thawno4 that the tax position will be sustained. FIN 48 is effective for flscal years beginning after 
December 15, 2008. Upon adoption of FIN 48, the cumulative effed shall be reported as an 
adjustment lo the openhg balance of retalned earnings for that k a l  year. The Company will 
adopt FIN 48 effeective January 1. 2007. The Company Is currentiy assessing the impact FIN 48 
will have on it0 resuits of operations. financial position. and cash tlows. 

In March 2005, the FASB Issued FASB h t e p t a t l O r I  NO. 47, "AAcccuntJng for Conditional Assel 
Retirement Obligations," which clarifies mat an entity is required to recognize a llabilky for the fair 
value of a conditional asset retirement obligation if the fair value can be reasonably estimated. The 
obligation to perform the asset retirement activily is unconditional even though uncertalnly exists 
about the timing and (or) method of settlement The adoption had no impact on the financial 
position. resuits of operatbns or cash flows of the Company. 

In December 2004, the FASB issued SFAS No. 123R. "SharsBased Payment," which revises 
SFAS No. 123. "Accounting for Stock.based Compensation," and SupeKedeS APB No. 25. 
"Accounting for Stock Issued to Employees." SFAS 123R generally requires that the Company 
measure the mst of employee services received in exchange for stock-based awards M the grant- 
date fair value and this cost WIN be recognhed over the period during which an employee provides 
service in exchange for the award. The adoption had no impact on Um thanaal wdtion, results of 
opentions or cash llavn of the Company. 

On October 22,2004, the Amerkan Jobs Creation Act ("AJCA') was signed I& law. Among other 
provisions, the AJCA creates a new deducbn for quai i id domes& production activities. Cerlaln 
activities of the Company, such as its water treatment activity. am considered as qualifying 
production activities for purpses of determining the deduction for qualified production aclivities. In 
December 2004, the FASB issued FASE Staff Position 109-1 ('FSP lOSl'), "Application of FASB 
Statement No. 109. Accounting for l n m e  T a m ,  lo the Tax Deduction on Qualified Production 
Actlvilies ProvMed by the American Jobs Creation Act of 2004." In accordance with FSP 109-1, the 
Company will traat the deduction lor qualified dome* pmducu00 activities as a reductlon of the 
income tax pmvislon in the period as realized. Since the deduction cannot increase a net operating 
loss, and all members of an affiliated group are treated as a single tax payer, the Company is not 
dlgibk for the credit in 2005. 
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Note 3: UUllty Plant 
The cwnponenls of utilliy plant by catsgory at December 31 are as follows: 

I lY.811 I 1St .M 
I S b P S Y l H I  42LIlI 401.420 
2b74Y..rn 2.071.106 7.011.126 
1 0 91 rran 4.714.W 4 L l S , U O  

Y to I U Y U n  740,057 7m.116 
4 b l S . 1 -  *no 401.187 

I b P e Y m  1.70S.4lS 1.805.273 

Utility plant depreciation expense amounted lo $241,633 in 2005 and $204,325 in 2004. 
included in the 2005 amount is 121,644 resulting horn an infomation technology project that was 
abandoned. 

The regulatocy assets WreSent wsb that are expected to be fully recovered from customen in 
future rates. Except for incoma taxa% regulatory assets are excluded from the Campaws rate 
base and do not earn a return. The cwnpnenb of regulatory assela are as follows: 

Note 4 Regulatory b e t o  

2005 2008 

~.gulrtoy rsret-lnsorns taxes rucorenbls thmugh riles S 223,YIB I 228,831 
Debt and pmfened atock expense 66.070 67.505 
Dshmd pension axpanso 68.554 61.352 

Dshrnd SocYnty Costa 25,239 29,552 
Debned bwinus S e ~ c e S  PqSCt OXPCnSOs 23,900 31.273 
Dnfemd lank palnilno Cmb 12,943 12,613 
D i k m d  nb cuse 3.7w 10,uz 
Purchus pnmlurn mcownbla through ntr 81,514 81.644 
EnJmnmntd nmsdmtion ruconrabls through nul 
Olher 25,779 2$710 

$ 529.754 s 535.953 

Deferred poalic!iremenl bsnert -xpensn 8,182 9.223 

5,557 

The Company has recorded a regulatory asset for Me additional revenues expected to be 
realized as the tax effects 01 temporary differences previously Rowed through to customers reverse. 
These temporary differences are primarily related to the difference behveen book and tax 
depreciation on property placed in SeNiW'before the adoption by the regulatory authorities of full 
normalization for rate making purposes. Full nonaluaUon requires no flanr through of tax h e f i t s  
to customers The regUlatOrY asset for income taxes recoverable thmugh rales Is net of the 
reduction expected in future revenues as deferad twes previously provided. attributable to Me 
dlference between lhe state and federal income mx rates under prior law and the cwent stahltory 
rates, reverse over the average Wnaining senrice lives of the related assets. 
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Debt expense is amortlzed Over the l i e s  of the respeclive issues. Call premiums on the 
redemption of long-term debt as well as UnamOrtLed debt expense. are defemd and amortized to 
the extent they will be recovered through future service rates. Expenses of prefemd stack issues 
without sinking fund pmvkions are amortlzed over 30 years from date of issue: expenses of issues 
with sinking hnd provisions are charged to operakns as shares am retired. 

Pension expense in excess of the amount contributed to the pension plans it deferred by certain 
subsidiaries. These wsts will be recovered in future service rates as conhibutions am made to the 
penslon plan. 

Postretirement benefit e w n s e  In ex- of the amount reccvemd in rates through 1997 has 
been deferred by Certain subsldlarles. These cosoi are rewgllized in the ntes charged for water 
service and wiH be fully recovered over a 20-year perlad ending in 2012 as authorized by the 
regulatory suthoritia?r. 

The cost of addbonai securlly measures that ware implemented to protect fadlties after the 
terrorist attacks on September 11,2001 has been deferred by certain subsidiirfes. Thase casts are 
recognized in the rates charged for  water seMce by certain subsidiaries. 

Business services profed expenses consist of reengineering and start-up activities for 
consolidated customer and shared administrative servia, centers that began opemtbns in 2001. 
These costs are recognized in the rates charged for water servke by certain subsidiaries. 

Tank painting costs are generally deferred and amorlized to current opedons on a straight-line 
basis over periods ranging from 5 to 15 years, as authorized by the regulatory aulhorilies in their 
determination of rates charged for setvice. 

Purchase premium remverable through rate is the recovery d the acquisition premium related 
to an asset acquisilion by the Company's California subsidiary during 2002. As authorized for 
reccvery by the California regulator, these costs are being amortized lo operations based on an 
agreed schedule of mortgage style emorti2ation. The recovery period is from May 2004 through 
December2041. 

Mvimnmentai remedlatbn recoverable through rates is a recovery of casts incurred by the 
Company's California subsidiary under a settlement agreement entered into with the National 
Oceanic and Atmosphm'c Adminisfrattian to irnprwe habitat wnditions in the Cannel River 
Watershed. 

Note 5: Employee Benefits 
Pension and Other Postretlrement Benefits 
me Company maintains noncontributory defined benefit pension plans coverlng substantially all 
non-union employees of its regulated UUliIy and shared senrices operations. Benefits Lnder the 
plans are based on the employee's yean of service and compensation. The penslon plans have 
been closed for any employees h i i d  on or after January 1. 2006. Unlon employees hlred on or 
after January 1,2001 have their accrued beneM frozen and will be able to receive this benefd as a 
lump sum upon lerminatlon or retirement. Union employees hired on or after January 1,2001 and 
nonunion employees hired on or after January 1.2006 wUl be provided with a 5.25% of nase pay 
defined wnbibutbn pian. 

The Company's funding policy Is to conbibule at least tne minimum amount required by the 
Employee Rebrement Income Seurity Act of 1974 Penslon pian assets are invested in a number 
of investmenk including equily and bond mutual funds, fixed income securities and guaranteed 
interest contracts with Principal and Hancock insurance companies. 

Pension expense in excess of the amount contributed to lha penskm plans is deferred by certain 
regulated subsidiaries pending future recovery in rates charged for ulility sefvims as coniributfons 
are made to the plans. (see Note 4) 

The Company also has several Jnfunded noncontributory supplemental non-qualmed pension 
plans mat pmvlde additional ret'rement benerits lo certain employees. 
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The Company malntalns postretfrement benefit plans provlding varying levels of medical and life 
insurance to eligible retirees. She reWe welfare plans are ciosed for union employees hired on or 
after January 1,2006. The plans had prevbusly closed for nmunlon employees hired on or after 
January 1,2002. 

The company's poriw is to fW Wretirernant benefit cost3 accruad. Plan asseb are invested 
h equhy and bond mutual funds. 

The obligations of the plans are domlnated by obagations for PCbM employees. Because the 
timing of expectad benefit paymenb Is so far In the Mure and the size d Ihe plan asssts are Msll 
dative to the Company's assets. the investment stratw Is to allocate a hge portion of assets to 
equities, which the Company belleves WIN provkie the hlghest r e h  over !ha long run. The lixed 
income assets am hvested In long duratlon debt securltlss In d e r  to better match the dudon  ol 
the pian Ilabllty. 

me I i i i l iUes of the pension and other posbetlrement teneft plans were adjusted to their fair 
value at the lime of the Acquisitions. The Cwnpany perlodlcally conducts an asset liability 
modellng study to ensure the Investment strategy is aligned wlth the pmfife of the obngatiins The 
long-term goals are lo maximize the plan funded status and rninlmize conbibuttons and pension 
expense, while faking into account the potential volahlity risks on each of these Items. 

The ass t  allocation for the Cmpanys US. pension plans at the end d 2005 and 2004 by 
asset categq. follows 

Tarpal Parcant890 of Plan A a a W  
Albution AtYearErd 

Ass# catwoIY 2005 2005 Z O M  
Equity .wurilaa 60% 59% 52% 
Oabt sesuriUu 40% 41% 47% 
Caah 0% 0% 1% 
Total TOO% 100% 100% 

The Company's other postretirement benefit plans ere partially funded. The m e t  allocation for 
the Company's ofher postretirement benefi plans at the end of 2005 and 2004, by asset category, 
follows: 

Tamst 
AllocatBn 

Percenlsge of Pian Assats - 
At Year End 

Assot Galegory 2005 2005 ZOM 
Equlty awuntba 60% 64% 64% 
Debt recurlties 40% 36% 36% 
Total 100% 100% 100% 
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Banem psld W.732) @3*U3) (18.117) fl7.w . 
BemU obllg.llon ol O ~ m b u J I  s 889.922 s rn ,260  s 427.853 I 420.210 

S 4MS1S3 S 444,416 S 210.452 S 1M.W 

2 4 . M  iami 28.7110 Z I M  
25.508 38,800 13,880 l?.lca 

1.597 

Unmognkd no1 mcIuaI(.I 1-1 112.m4 63.989 58,142 52.438 
Net .mount r-pniz.d I 1255.702) I R41.834) I (141.?28l I p46.W) 

At December 31.2005 and 2 W .  the pmlected benefit obligation. ammufated benefit obllgalion 
and fair value d plan assets for pension plans with a projected oMgation In excess of pian assets 
were as Pollows: 

PmJed.d Bsnsn 
Oblipatbn ~ x c o e d s  the 

Fair Vnlua olPlan4'Aasna 
2005 2004 

P r n w e d  h e m  oblbotbn S 870.000 S 779,OW 
Falrwlus ofplan O D a O h  499.000 480,WO 

Accumulated Ba&l 
CXtioation E x w d .  the 

Fair mlue d plan assets 488,003 480,wO 

The accumulated posfretirement benefit obligation exceeds pian assets for all of the Company's 
o m s  postrettrement benefit plans. 
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Mlnimum lunding requirements for qualified deflned bene!% pension plans am determined by 
government regulations and not by accounting pmnoumemenb. The Company plane lo wnkibute 
at least amwnis equal fa the minimum required mntributlons in 2006 to the qualified pensicn 
plans. The Cwnpany plans to contribute its 2006 other pastretlrement benefd cost to its MEA 
mls. 

Information about the expected cash flow lor the penslon and postretirement beneflt plans is 
as follows: 

Prnsbfl Other 

S 51.600 0 25,580 
3.001 812 

The foliowing table refieria the net benefts expected to be paid from the plan assets or the 
Company's assets: 

Pavmema Pavment. Subridv Pavmentr . .  
2W6 I 29.027 I 19.035 s 1.473 
2007 2#,221 21.017 1.M7 
2WB 32.111 22.aw 1.ME 
2000 33,806 24,908 2,013 
2010 38.4e4 26,986 2,181 
2011 -2015 233,E98 161,BM 13,546 

Because the abwe amounts are net benefits, plan partidpants' wntriiutiom have been 
excluded from the expected benefits. 

mounting for pensions and other postretirement benefits requires an extensive use of 
assumPtjons a b u t  the dlscwnt rate, expected return on plan asset&. the rate of future 
compensation increases received by the Company's employees, mortaliQ, turnover and medical 
costs. Each assumption Is reviewed annually with assistance from the Company's actuarial 
consultant who p~vides guidance in establishing the assumptlons. The assumptiom am selectad 
to represent the average expected experience over time and may differ in any one year from actual 
experience due ta changes in capltal mark& and the overdl emnomy. These d h n c e s  wiU 
Impact the amount of pension and Other postretirement benem expense that the Company 
recognizes. 
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The significant assumptions related lo the Company's pensbn and other postretirement b e n a  
plans are as follows: 

P.NiO" Olhw 
B W M S  8.".Il. 

2005 2004 2006 2004 
W.lghtad-.venge ruumpUoM rued to 
d.brminr DacDmbwr '31 beneM obllpaUons 

Ciispunl m e  5.esx 0.00% 5.66% 6.WK 
R.1. Of cornp.nl.llo" Inen". 4.25% 4.75% WA WA 

W d - m  OM.dtm Hdkd lmnd NIA WA 
10% In 20w I r n  h 1 w 6  

IO 5 2  h zoii+ IO SY I" ioio+ 

Wdphiaduvenga assumpilons rued lo 
d a b m l m  nelp*rlodk coat 

Expond nlun m plan a.s.1. 0.75% 0.76% o.wm 1.40% 

Madk.1 I d  NIA NIA @ C d h r n  D n d d S w n  

NIA . ~ . r u m p m  IS nm .pp~~c.b(a. 

The discount rate assumption was determined for the penslon and postretirement benefit plans 
independentiy. A yield curve was developed for a Unhrers-3 cantaiming the maiomy of US. - issued 
Aa - graded corporate bonds, all of which .were non callable (or callable with make-whale 
provisions). For each plan, the dkcount rate was developed as the level equivalent rate that would 
prcduce Vle same present value as that uslng spot rates aiigned with the projected benefit 
payments. 

The expectsd long-tefm rate of return on plan assets Is based on hiolorical and projected rates 
of return f a  current and planned asset cbss.55 in the plans' Investment m o l i o s  Atsumed 
pmjsted rates of return for each of the plans' projected asset classes were selected after 
anatyzing historical experience and Mure expectations of the retllrns and volaWi of the varkus 
assel dasses. Based on the target asset allocation for each asset class, the overall expected rate 
of relurn for the portfolio was developed, adjusted for historical and expected experlence of active 
portfolio management results rnmpared to the benchmarlc relums and for the effect of expenses 
paid from plan assets. The Company's pension expense increases as lhe expected return on 
assets decreases. 

Assumed health care cost trend rates have a signihnt effect on the amounts reported for the 
other postrelirement benefit plans. The heallh care trend rate is based on historical rates and 
expected market conditions. A onepercentage-point change In assumed health care cost h n d  
rates would haw the following elfds: 

D W n I  nt. 0.00% &26% 6.00% 1.25% 

R.I. of comp.nmlan hwmn 4.7% 4.7bX W A  NIA 

10% In 2004 
lo 5% h 200% 

10% I" 2001 
lo 5 2  h 2010I 

I '  

OnsPercentaga. One-Percentage- 
Polnt Increase PDint Decrease 

EAsct on LDW of m i c e  and 
lnlcrnsl cost companents s 5.838 S (4,864) 

benefit obligation s 58,358 S (47.940) 
E M t  on olherpoatretlremsnt 
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The following taMe provides the components of net periodic benefit ccsts for the years ended 
December 31: 

ZGQ5 2004 
Componenia o I  net pwlodlc pendon benmfit c o d  
sllnlcs SO81 S 28.987 S 26.415 
hbml coat 47.5w 46.558 
Expaclad mtum on plan ar iet i  141,1311) l38#W 
Amortization o t  

Tnnaltlon obilgatmrd(aa6al) P7) 
Prior aerdw c01l 710 737 
Acluarial (PainYlOn 304 436 

Pedodk penalon benefit 5011 $ 34,559 S 34.218 
Spaclrt hnnmallon penelon bene61 ch8qe 8W f17t 
Curtrilment chergm 135 
Selllement chslgel(cmdP) 240 9 
NmI periodic penalon benefit coat a 35.804 s 3 6 . 3 ~  

Componmna 01 net perlodtc other po.lntlnmmnt bwWlt  c o d  
senice cost 5 13,860 $ 12.872 
In1ers.t cos1 25.156 23.3W 
Expcted mlum on plan Msets (18.857) (16.320) 
Amwthllon ot 

Transllion oblipatlonl(asaet) 282 383 
Pdorreda coal 81 74 
Asluarisl ia8inVbaaa 634 412 

Psriodlc 0th; &Uellrrmsnl bene61 cost S 21.150 S 20.585 
Cudilmenl chiq. 655 
Net periodic olner ~ 0 8 l w w m e n l  benefit cos1 S 21.811 $ 20.5m 

The total addltional mfnimum liability tor the pension plans has decreased from $3#650 at 
Decemkr31,2004 to 52,856at December 31,2005. 

Savings Pkns for Employees 
The Company maintains 401(k) savings plans that allow employees to save for retirement on a tar- 
deferred basis. Employees can make contributions that are invested at their dlrection in one a 
mre funds. The Company expensed matching contribubnr to the plans totaling 55,511 for 2005 
and $5,364 for 2004. All of the Company's matching contniutlons am Invested in one or more 
funds at the direction of the employee. 

Employed Investment Plan 
Upon completion of the American Water Wo* Company, Inc acguisiticn, the Company created 
the Employees' Investment Plan and converted the Employees' Stock Ownenhip Plan into this 
plan, Each participating employee can elect to contniute an amount that does not exceed 2% of 
their wages. In addiion to the employee's participation. the Company makes a conbibution 
equivalent to 112% of each participant's qualified mpensation. and matches 100% of the 
contribution by each parliiipant The Company made contributions lo the plan totaling 51,010 for 
2005 and $2,201 tor 2004 lhat were primarily invested in a retirement bust fund. This plan was 
discontinued as of May 22, 2005. 

Long-Term Incentive Plan 
The Company partlclpates in a RWE long-term incentiw plan fa executives ('RWE LTIP). Under 
the RWE LTIP, Company employees were granted 120,004 performance shares of RWE common 
sbxk which vest over three years begtmhg January 1,2005. Subject Lo me vesting provk~ons. the 
performance shares are payable in cash. & a result. the performanca shares have been 
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awounted for as a IlabiSty. The liabrril will be remeasured at falr value at each reporting penod 
until settlement. The Company recorded a liability of $1.400 related to #e performance shares at 
December 31, 2005, which has been included in other current liabilities on the Consdialed 
Balance Shaets. For Ihe year ended December 31, 2005, the Company recognked approximately 
$1,400 of share-based cMnpenSatbn expense related to the performance shams in operations and 
maintenance expense. 

The fair value of the perforname shams was estimated using Monte Carlo simulations. The fair 
wlue d the performance sham granted on January 1. 2005 was $21.73 per share at the grant 
date and $35.53 per share at Dafamber31,2005. 

The following table summarhes performance share transactions under the RWE LTlP plan: 

mmImn&- 
Wtsnding st the slim d me nasal y s v  
Gmted ...-a1 - 

Note 6: Genanl Taxes 
Components of general tax expense from continuing operations for the years presented In the 
Consolldated Statements Of Operations are as follows: 

2005 2004 
Gross mceiuts and hanchise I 69.237 S 53.106 
P r o m  a i d  capltal stock 
Pavldl 
other generat 9.855 

$ 183324 S 170.185 

Note 7: Income Tax- 
Companents of income tax expense from continuing operations for the years presented In the 
Consolidated Statements of Operatlons am as follows: 

2005 2004 
State incme taxes 
Cumnt I 8.458 S 10,708 
Delenod 

Cumnt $90 (149) 
NonCumnt 4,327 2.194 

S 13,373 S 20.751 

Federal incoma taxer 
Cunent 
Dobmd 
Currani 
Noncumnt 

S 17,274 S (33.389) 

(7,431) (7.463) 
34.051 105.879 

AmorHzalion ofdekmd InKstment tax crsdlh (1.812) (1:BO.S) 
I 42.298 S 83.406 
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A mncil1aUon of inCOme tax expense from wntlnuing opedons at the statutoiy federal income 
tax rata to actual income tax expense b as follows: 

2005 Mo4 
h o m e  tax st statutoay rete I (00,003) S 14.647 
Insnaias (decnuea) resulting Com - 

Slate b u s .  MI of federal Iuea 4- 14.022 
Flw thmuph M M C M  2.655 1,541 
Amwthatlon of dekmd Inwsbent tu cmdlts (1.612) (1.tW 
Subsidiary prehmd dlddmdr 746 045 
ho.lm.nt chrms. iaa 729 51.7- - . .  
otii, net (2;506) 2,018 

ActMI incom~ lax eximnle I 56.671 S 04,157 

The followlng table provides the components of the net deferred tax liability from continuing 
operations at December 31: 

2005 2W4 

Adveneer and contribuHon9 5 7 2 8 u  s 74.320 
00bnad imwhent b x  credltr 11,031 11,422 
0th.r p o a t m l ~ e n t  h e f n  54,651 58.211 
Federal NOL canyknvard 02.241 81.801 

Defamd tax ISS0lS: 

Psnrlon benefit8 72.082 69,621 
Long-tam debt 45.278 52.248 
Capital bas not utilized 7.686 10,013 
Other 78.348 83.455 

4M.341 410,091 
Valuatlon a I I ~ n e 0  (7.6.58) (T.686) 

386.655 411,405 

uulity plant, principally due to depreclallon dlMences 612.385 761.560 
Income lax= rscowmble through rater 90,247 91.308 
secumy costs 8.843 11.525 
~ u r l n ~ ~  rerdcur p101ect expenses @, 344 12.1D7 
Other 30,401 51.647 

958,311 034,327 
I (561.656) I (522.922) 

Dskmd tax Ilabdities: 

Al December 31, 2005. the Company has caplbl loss Canytorwards for federal income tax 
purposes. The Company has determined that these capital loss carryforwards are not more likely 
than not to be recovered and has recognized a full valuation allowance as of December 31. 

The Company believes that its federal net operating loss carryforwards are more likely than not 
to be recovered and require no valuatlon allowance. 

The Company's long-lerm debt (including currant portion) amounted b $4,655,482 and 54.241.941 
at December 31. 2005 and 2004, respectively. Long-term debt Includes bo4h secured and 
unsecured debt generally incurred la fund Capital expenditures at the regulated subsidiaries. 
Secured debt includes general mortgage and tax-exempt bonds ofthe regulated substdiaries whlch 
are substantially secured by utlllty plant Unsecund debt includes debt with RWE amarnting to 
$2,184,100 and 52.145.8W at December 31,2005 and 2004, respectively. Sinking fund payments 
arm required by the terms of certain isww of long-term debt 

Note  8 - Dabt 
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The future sinking fund Payments and deM maturities of the Company’s long-!m deb! a n  as 
follows: 

hl.lllR.1. 
RMg. 

0% 10 1.IW 
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141.789 149.880 3345 40.247 . 803 . am 7,004 89.405 
146,758 170.8?0 tu-¶ ~0 8 . W  2,154 14522 107.4t9 

2.401 1.710 i t 5  lll 2 w  21) ZSl 1,353 

Long-term deb! hcludes unamortized fair value adjustments of $118,923 and $133,913 at 
k m b e r  31,2005 and 2004. respectlveiy. from the Acquiskms. Slnking fund payments and 
maturities indude amortization of the Acquisitions fair value adjustments of $12,820 in 2006, 
913,187 in 2007. $10,494 In 2008, $8,333 in 2009.57.659 in 2010 and $66,430 thereafter. 
On October 29, 2005, the Company executed a 5550.000 rewtving credit agreement wlh RWE 

to replace the 364day $550,000 revolving cred% agreement. which was terminated on October 28, 
2005. The renewal date for this new facility was October 28.2006 and subsequently extended untll 
December 28, 2006. Borrowing under the revalvlng credit line, at the Company’s option, bears 
interest at a rate based upon the London Interbank Offered Rate rLiBOR.). The Company pays a 
commlbnen! fee of 5.45 basis points on the entire amount of !he wmmibnent (whether bormwed or 
no! borrowed). The total of the unused lines of credit a! December 31,2005 was $217.937. No 
compensating balances are required under the agreement 

At December 31,2005 and 2W. the Company had 5374.063 and $859.397 of short-term debt 
ouhlanding. respectively. The weighted average Interest rate on these borrowings was 3.30% and 
2.56%, respectively. On March 1,2004, the Company refinanced short-term debt with a $123,000 
long-term loan fmm RWE. The loan was in !wo banches of $113,000 at 4.751% maturing on 
March 1, 2014 and $10,000 a! 5.801% maturing on March 1. 2034. On September 30, 2004, the 
Company refinanced short-term debt and maturing notes with a $75.300 long-term loan fmm RWE. 
The loan was in two tranches of 525,000 a! 4.921% msturing on September 30,2014 and $50,300 
at 5.90% maturing on September 30.2034. 

On March 18, 2005, the Company refinanced short-term bans with a new $75,MXI loan 
maturing March 18, 2015. The new loan bears interest a! !he six-month LIBOR plus a margin of 36 
basis points reset semiannually. 

On November 12. 2005. long-term loans with RWE of appmxjmateiy $445,000 matured. The 
Company refinanced this debt with $445,000 in short-term loans fm RWE. The majority of the 
loan balance matured on November 12. 2006 and beared inbred at sbt-month LleOR plus a 
margin of 10 bags points. (See Note 18) Additionally a $42,000 unsecured loan between the 
Company and RWE due lo malure in May 2007 is classified as short.term debt as the loan may be 
terminated. In full or in part, at any time by either party. 

Income from eady extinguishment of deMs included in interest expense on the Company‘s 
Consolidated Statements of Operations amounted to $11,445 in 2004. 

Certain preferred stock agreemcnk require annual sinking fund payments in varylng amounts and 
permit redemption at varlous prices a! !he option of the subsldlaleo on !hlr!y days nouce, or In !he 
ewtnt of involuntary liquidation. a! par value plus a m e d  divaends. 

Note 9 -Redeemable Preferred Stock at Redemption Value 
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The future sinking fund payments and maturities are as follows 
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Thames Water Investments Luxembourg ('TWILUX'). an affiliate and w h d y  owned subsidiary of 
W E ,  is the holder of $1,750,000 of the Company's 5.9% preferred stock. par valw 61,Wo wMch 
was issued in connection with RWE's acququIsition of American Water Works Company, IN. 1,750 
shares were authofized and outstanding at December 31,2005 and 2W4. (See Note 14) 

Note 70 - Preferred Stock wlthout Mandatory Rdemptlon Requimmonls 
Certain preferred stock agreements do not require annual sinklng fund payments and do not permit 
redemptlon at the option of the subsidiaries and are as follows 

Dlidend Balance at Dee 31 
Yield 2005 2004 

3.9% to 4.99% s 1,720 $ 1,720 
5% to 5.99% 2.851 2.931 

5 4,571 $ 4.851 

Note 11: Fair Values of Financial instruments 
The following methods and assumptions were used by the Company in estimating its fair value 
disclosures for nnanclal Instruments 

Current assets and current Eabllities: The carrying amount reported in the Consolidated Balance 
Sheets for current assets and current llatititle6, including revolving credit debt due to the short-term 
maturities and variable Interest fates, approximates their fair valws. 

Preferred stock with mandatory redemption requbaments and long-term debt me fair Wues of 
preferred stock with mandatory redemption requirements and long-term debt are estimated wing 
d i u n t e d  cash flow analyses based on cumnt incremental Rnanclng rates for similar types of 
securities. 

m e  carrying amounts and fair values of the financial instruments at December 31 are 8s him: 
C W W  Fair 

2005 Amount VJUD 
Pmokned stom m% mscdabty 

ralarnpbon raqulnem s i . n s , m  I i , n a m  
Loc+tsn debt ( e u l i y  capital'kaw obiwSons) 4~SS2.988 4,55333s 

C.RyiW Fair 
2004 AmoUIll V d U  
P m b d  wih nwrdatory ' 

Long-bm debt (em3ding mpital baas oblQaUom) 4,240,231 4,119,OW 
ndempllon mqoguimanb s 1.n5.777 s i , m . i 7 7  
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~ o t e  12 Leases 
The Campany has entered into operating leases Involving certain facilities and equipment Rental 
expenses under operating leases were $20.573 for 2005 and $23,267 for 2004. The operating 
leases for facililies will expire over me next 20 years and the operating leases for equipmenl will 
expire over the next h e  years. Certain operating leases have renewal options ranging from one to 
five years. Capltal leases In effect at December 31.2005 and 2004 are immaterial 

At December 31, 2005. the minimum annual fulure renW commmnent under operating leases 
that have inKmi or remaining non-cancelabie lease t m  In excess of one year are $19,716 in 
2005, $16,847 in 2007, $15,202 in 2008, $13,521 in 2009.$9,512 h 2010 and $14,966 thereafter. 

Tharnes Water Plc, an afiliate and wholly m e d  subddlary of WE, pmvided certdn management 
services to Me Company which amounted Io $9,147 In 2005 and $11,480 In 2004. 

Thames Water Inlemaliond Sewices Limited. an affillate and wholly owned subsdiary of RWE. 
pmvided services of expatriate employees to the Company w h a  amounted to $4,970 in 2005 and 
$3.604 in 2004. 

interest on the Company's long-term borrowings with RWE Included in interest expense on the 
Company's Consolidated Statements of Operations amounted to $88,168 and $81,129 in 2005 
and 2004, respectively. 

TWILUX. an affillate and wholly owned subsidiary of RWE, Is the holder of $1,750,000 of the 
Company's preferred stock which was issued In connection with the RWE Acquisition. Preferred 
dividends included in interest expense amounted to $103250 and $103.106 in 2005 and 2w4. 

Note 1% Related Party Transactions . 

respectively. 
The Comoanv maintains aareements with both public and Drlvate water ww!ders for the 

purchase of'Wakr to supplement Water supply, particularly during pedods of p&k demand. The 
Presaenl and CEO of the Company is a Commissioner of one of these water pmviden The 
Ccmpany purchased approximately $16.693 and $14.525 of water from this provider in tne years 
ended December 31. 2005 and 2004, respectively. m e  esUmated commibnenk related to 
minimum qJantitles of purchased waler under these agreements are $13.862 tor 2008. The 
purchase rates are not set Inereafter. 

Commitments have been made in connection with ceMn construction programs. in connection 
with obtaining Ihe regulatory approvals necessary to complete RWEs acquisition of Amencan 
Water Works Company, Inc. certain state regulatory bodies have issued orders which prohibit 
certain of the Company's regulated sdbsldiaries from requesting ram Increases for periods of t i e  
not exceeding three years. 

The Company Is routinely Invoked In condemnabn proceedings and legal actions relating to 
several subsidiaries. In the opinion of management, none of these matters Is sxpeded to.nave a 
material adverse effect if any, on the flnancial p i t ion ,  rebulls of operaUow or cash flows of Me 
company. 

The Company's regulated subs.dlades maintain agreements with other water purveyors for me 
pLrchase of water to supplement their water supply. The Company's subsidiaries purchased water 
expense under these types of agreements aounled to approximately $92,395 and $82.948 during 
the years ended December 31,2005 and 2004, respectively. 

The estimated annual commibnent related to lhe mlnirnum quan1;tles of water purchased is 
expeaad to approximate 538.700 in 2006. 539.191 in 2007. $38,992 in 2008, $38,923 in 2009, 
$39,317 in 2010 and $555,296 thereafter. 

Notice of terminaton of the 51.750.000 of preferred stcck witn TWILUX, long-term deot of 
approximately $2,184,120 with W E .  and shoR-term debt of approximately $374.063 with RWE .n 
part or In full on demand at the opticn of RWE is possble and mandatory if there is a cnange 'n 
shareholder sbuchre of me Company. 

Note 14: Commllmentr and Contingencies 
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Note 15: Guannteea 
A subsidarv holds a 50% interest in AW-Pridesa. a Delaware limited i!abliitv comoanv. Pridesa . . ~~ .~ . 
Amedca Co&aUOn, a former SUbsidhry  of & and an aftilk&& the Cokpani, ako holds a 
50% interest AW-Pridesa has contracted with Tampa Bay Wter (Tampa Bay'). an Interlocal 
governmental agency of the State of Florida, to remedy and operate the Tampa Bay Seawater 
Desdination PlanL The Company entesred into a guarantee wlth Tampa Bay on Nwember 15. 
2004 for the full and prompt performam of cerhin contractual obligations ilmited to a total 
eggregale liabilHy d S35.oW. CMtaCbai OMigafions can for certain construdlon fIctivltles and 
management services to be comWW OatiSfactorPj. The umstrwtkm phase, mwntlng to 
approximately WJQO is expected to be completed In 2006. AW-Mesa took o w  operaUon of 
the plant on January 8,2005. 

OMlfl'hames Wabr StocWon. Inc ("OMUTW) is a 5W50 joint venture behveen a subsiihy and 
Operations Management Intemational, Inc COMr). in February 2003 OMllTW and the Cl!y of 
Stockton Califomla entered into a 20 year Service Conbad fur water. wastewater and sbm water 
utilities capital improvements and management services. Capital improvements totaling $58,000 
were included in the contract and an afliliate of the Company has currenlty provided a guarantee. 
The Company is expected to assume the required parental guarantee of OMIITWs obllgatlons. 
including full performance and payment (See Note l8). 

As of December 31,2005 and 2004, the Company nviewed goodwill auociated Wth Its mporticg 
units for impairment and, 8s part of 115 assessment the Company engaged an independent 
vaiuation firm. The performance of the impairment test involves a twpstsp  process. The b t  step 
of ihe lmpalrment lest invdves comparing the fair value of a reporting unit Wh the reporting unlys 
canying amount, including goodwili. If the W n g  amount of the reporting unit exceeds its fair 
value, a second step is performed to determine the amount of the impairment loss. The 
impairment loss is determined by mmparing the Implied fair value of goodwil) with the canying 
amount of goodwill. The Company believes that the estimates of fair vaiue are reasonable. 
Changes in estimates of such fair value, however, could affect the calculab'on. The vaiuatlon was 
performed primarily using dlscwnted cash Hows and comparable public mmpsny amlyses. As of 
December 2005 and 2004, the Company recorded an impairment charge for goodwill. including 
discontinued operations. related to certain reporting units in the amount of 1396.348 and $192,936. 
respectively: The 2004 impairment charge for the unregulated business is prlfnarlly al!ibutable to 
lower than expected growth and slower development compared with orlginal expeclatlons. The 
2005 charge Is primarily attributable lo e change In the Company's strategic business plan for the 
unregulated business and lower margfns than previoosly forecasted In the regulated business. 

The change In the Company's goodwill assets, as albcsted between the,reporling units in 2005 
and 2004, was as fullcws: 

NOW 16: Goodwlll and Intangiblr Auet r  
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Other Intangible assets consist of customer contracts which were initially valued and recorded as 
part of the Aquislbns. The aforemenhed operating conditions Wkh caused the goodwill 
lmpdrment charge also triggered the intangible asset impairment The m o u n t  of impairment 
rewrded by the Company in 2005 and 2004 was determined using the two-step process 
lmpalnnent revlaw required by Stabmen! of Financial Accounting Standards No. 144. 'Accounting 
fw Impairment or Disposal of Long-W Assets.' In the iirst step, the projected undlocounted net 
cash nowS d a t e d  with the Company's customer contracts o w  its remaining life were 
compared to thek carving amounts. The Company determined the carrying amount of its 
customer contacts exceeded its projected undkounted cash Rows. In the secmd step, the 
Company estimated the falr value of the Company's customer contracb using a Vsriatkn of the 
illcome method of valuation for the Openlions h Maintenance reporting unit and estimated 
discounted cash flows for the Rosiduab reporting unR. Baaed on the Company's valuation, the 
Company recorded a non-cash impairment charge of $733 and 511,277 for the years ended 
Decamber 31, 2005 and 2004, respecfrely. which was recorded in impairment charges In Vle 
Company's statements of OperatlOnS. The Company has no intanglble assets as of December 31, 
2005. Amorthation expense for intangible assets subject to amortkalion prior to the intangible 
impairment fwthe yean ended December 31,2005 and 2004 was $67 and $1.579, respectively. 

Aftar an evaluakn of the unregutated businesses. R was determined that the Company's 
Ashbrook, Laopold and Engineering businesses were mt meeting growth expectations and were 
not conskiered core businesses of the Company's operations. Accordingly, the Company sold 
andor disposed of these businesses. As a result of these dispositions. the Company recorded net 
loses in 2005 and 2004 of $16.350 and $0, respedlvely. 

During the fourth quarter of 2005. the Company sold Engineedng's Canadian operations. a 
provider of engineering services to mrporate and municipal clients, for initial consideration of $489 
and contingent consideration of $430. Furthermore, the Company disposed through abandonment 
Engineering's opedons based in the United States. As a result of the disposition of Engineering 
in 2005, the Company recorded a loss of 516,350 whlch included a goodwnl write-off $16,216. 

During the f l t  quarter of 2005, Ashbrook. a provlder of wahtewater treatment services. closed on 
the sale of substantially all its assets for $14.847. Based on the Company's assessment of 
mbmok's estimated fair value, an impairment charge of 55,902 was recorded in the fourth quarter 
of 2004. 

During the first quarter of 2004, the Company closed on the sale d Leopold, a supplier of 
products and services to water and wastewater treatments, for 51 7.000. 

A summary of the assets and liabilities ciasslfled as discontinued ocerakns in the Consolidated 
Balance Sheets includes the folbwlng: 

Note 17: Diacontlnued Open(lona 

2005 

s 
230 

2520 

2.750 

20004. 

s 1.752 
9 

24.792 
7.338 

10.216 
50.107 

3.182 
17.374 
20,556 

I 29.561 
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A summary of discontinued operatlow presented in the Conrdidated Statements of Opentiow 
include the following: 

2008 2004 

Operating m w m n  S 14.020 S 71.504 

Opentlng expen*aa 
Operalion and mahteMnce 
DepclaUon and amortlzstlon 
Impairmen( chargar 

Total operallng wpensar, net 

15,898 67,170 
582 

50.889 
$5,896 118.601 

Operating l o l l  (1.878) (47,097) 

Other income (deductlonr) 
Other, net 

Total other income (deduclions) 

Lms belore income taxes 
Pdsion br lmomo taxes 
Lws from operatiom 
Loss on sale, net of W tax bensM (18.~350) 

L03S from dlsconllnued ope rat lo^ S (16,695) S 145,889) 

Note 18: Subsequent Events 
RWE Divestihln 
RWE has announced its intention to divest the Company through an Initial public offering pPO7. The 
sales process has been initiated through filing for approval with certain state public utility commlssbns. 
The IPO wlll require filing of a registation statement with the U.S. Securities and Exchange 
Commission. The transaction will also be subject to approval of the RWE Supervisory Board. RWE 
expects to complete the IPO during 2007. 

Flnanclng Actfvltlea 
In August 2006, the Company borrowed $487,000 from RWE at LIBOR plus 10 bask points maturlng 
in August 2007. Proceeds of the debt issue were used to pre-pay R M  debt and reduce borrowings 
under the RWE credit facility. 

In October 2006, the Company refinanced $25;770 of hbh Interest rate tax-exempt bonds with new 
4.68% tax-exempt bonds maturing in Oclober 2036. 

In December 2006. RWE made a $1,194,454 equity wntribuh to the Company. The Company 
used his contribution to ofbet loans payable to RWE. 
In December 2008. the Company refimnutd 557.480 of high interest tax-exempt bonds mahrring 

In December of 2006. the Company finalized en agreement to sell $SW.OOO of senior secured notes 
offered through a private placement with maturities ranglng from 7 to 15 yean at fued inteest rates of 
5.39% to 5.77% and elected to close the sales on three separaie dates. The fint closing, In the 
amount of $483.000, occurred on December 21.2008. The two subsequent closings am expected to 
occur in January and February 2007 for the balance of the $900,000, subject to fulfillment of 
customary closing conditions. Proceeds will be uUlized to refinance a large poltion of the Companfs 
debt with RWE and reduce short-term borrowings. 

. , December 2036 with 4.m tax-exempt bonds maturing in Dewtnber2036. . 
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Dlapoaitlonr 
The Company had wrnmitied to a plan of disposal for itr unregulated Residuals in 2005. In 2006, the 
Company wold cartaln assets of Residuais for $3,000 and in December 2006, the Company signed a 
letter of intent for another component of tha businass for $10,000. The remaining business is 
expected to k, sold in 2007. 
In November 2008, the Company's unmgulated Underground business was mid for$28,Mlo, subject 

to a minimum tangible net worth adjustment 
The net gain (loss) on these disposals k not expectnl to be materisl. 

Contingmcba 
In Nowmber 2008, a California County Superior Court heid that the Clty of Stcckion California had not 
complied with the requirements of the California Environmental Quality Act when it entered Its 
agreement with O M I W .  The Cabfornia court has entered a writ rquhing the cHy to rescind the 
contact within 180 days. The City of Skckton has not yet determined if it will appeal this decision. 
The amount of the kss, if any, O M W  may sustain if it is unable to recover its hvestment m Me 
project is not presenttj determinable. The Company's portion of revenue sinca hcephn of the 
wnbact [n August of 2003 is appmximately W , O O O .  

Rats Matter8 
Throughout 20C6, regulatory commhsions authorlzed fourteen subsidiaries to increase rates fof 
sewIE8 by an annual amount of 525.582. 
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